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EXECUTIVE SUI'tARY

The purpose or nresentinZ tibs case was to orovide the

reader D real life insight into issues which imnact on any

defense system acquisition.

The case essentially covers the 1960 to 1967 time frame.

During tLis time the Army matured in the development and pro-

curement of air items.

The case begins by the Army identifyinE requirements for

a new Light Observation Helicopter (ToH). Three prototype

designs submitted by Bell Helicopter, H1ller Aircraft and

Hughes Tool Companl:s were evaluated. The BelllVnd Hiller

desiEns were initially selected for a prototype competition.

Several individuals felt the Hughes design should be pursued.

In June 1961, the DDRE authorized the Army to procure 5 proto-

type aircraft from each contractor. Prior to this, the Army

was required to procure air iteme through either the Air Force
!

or Navy. The prototypes were considered "off-the-shelf" and

FAA certified s a.rworthy.

The aircraft were tested and a source selection evalua-

tion performed. In add.tion, a cost effectiveness study was

conducted by Research Analysis Corporation. The Advisory

Council recommended that either the Hiller or Hughes LOH should

be selected by competitive procurement utilizinE a multi-year

contract. The buy was to be for at least 1,0CC aircraft to

be delivered over a three-year period. The Secretary of the

I ,



iirmy, fr. , iles, decided to procure the LOH by a two-step

formally advertised procedure and set the quantity at i14.

He interrupted the program when he learned cost data submit-

ted by Hiller was disclosed to Hughes. An Army investigation

indicated the inforvation was not such as to Eive the bidders

any material advantage over the other. The procurement pro-

cess continued and final selection was based on price factors.

Bids were opened oublicly on 21 Yay 1965. Hiller's bid per

airframe was -'29,415 while Hushes' bid was 419,860. A fixed

price production contract w;s awarded on 26 x:ay to Hughes with

a 50 percent option per year for 357 additional aircraft at

the same unit price. An additional buy of 121 OH-6A's was

attempted in 1966. The initial target price submitted was

155,927. Negotiations terminated, unsucccssfully, on 10 Iay

1966.

The findings and analysis address key problems which in-

vited congressionel investigation. These were buy-ins, sole

source procurement of additional like items, source selection

processes, conflicts of interest, disclosures of source sel-

ection data and problems when utilizing other services for

procurement. The two appendIces point out 1967 DOD rational-

ization to the investigation findings and provide the reader

with a real world negotiation synopsis.

Slii
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LOH CASE1

In October 1959 the US Army initiated three studies to

determine Army aircraft future objectives in light observa-

tion, manned surveillance and tactical transport aircraft.

The studies were used to develop plans to establish guidance

for Army AvJation in the 1960-1970 tirreframe.

One requirement which surfaced was the need to develop

an aircraft to replace the CH-13 and OH-23 observation heli-

coptero and the Cl-A light fixed wing airplane.

The OH-13 and OH-23 saw service during Xorea and Vietnam.

The 0-1 was a tandem seated observation alrnlane used in Korea

and as a primary treiner.

Requirements Identified in the studies were presented to

industry in December 1959. Industry submitted 45 lIght obser-

vation aircraft designs to include ducted fan, tilt wing, auto

gyro, fixed wing and helicopter concepts.

The designs were evaluated In February 1960 by the Air

craft Requirements Review Board. The Board was aprointed by

then General Lyman L. Lemnitzer, Chief of Staff of the Army.

Gencral LcM..Itz-cr appointcd thc thcn TT Gcncral Gordon B.

Rogers, Deputy COG, Continental Army Command as Chairman. The

Board was comnosed of 1C General Officers and evaluated all

industry designs. The Board recommended the Army's aircraft

observation misslon could best be performed by pure helicop-

ter. It also recommended that more than one aircraft be

1
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prototyped prior to selection of design for production.

In 1948 Army Aviation consisted of 2-place commercial

aircreft of the cub type with sim'li numbers of dedicated

crew,. Lo6istics su-orort came from the Air Force, Nevy and

commercial sources. The Korean war demands expanded the

Army's air mobility requirement. Prior to 6 Novemcer 1956

the Army was required to utilize the service of the Air Force

for the engineering an6 procurement of Army air items. On

this date, a memorandum of arccment (I'OA) was ap-rroved by

the Assistant Secretary of Defense (Sup.ly and LoEistics) to

provide the Army direct access to the Navy for the procurement

of OH-13 and OH-23's for which the Navy initially had respon-

sibility. The Army could then forward Its ..1l.tary Interde-

part-ental Purchase Request (YIPR) ind have direct communica-

tions with the procurinE service.

By 1960 the irmy increased Its loZistic role by deter-

mining qualitative and quantitative requirements for their

aircraft to include support, ro~raw.InF, budgeting, a-,d fuind-

ing for procurement, maintenanoe and sup-Ily throueh depot

level and aporovirE he ines during production and retrofit.

For example, in 1959, the Army contracted directly for indus-

try overhaul, parts, technictl representatives, traininr z. c

basic and arrlied reserrch.

On 1 July 1960, OFi ce oi the Secretary of Defense, OSD,

d:sarmroved an Alr.v plrrI to assume additional procurement re-

sponsibility for air items. Changes were made to include the

2



the authority for the Ar'my to procure Federal nviation Agency

(FAA) certified "off-the-shelf" aircraft and engirs.

Five additional Army stucdy groups convened betwefn 196C

and 1966 reaffirming the need for a light observatior heli-

copter (LCH). In "dl~tion, corianders frow Vietnam exoressed

a need for the LOH. A major disadvbntage of using the O1-13

In Vietnam was the recuirement for ov~ation fuel (11.r/145).

The UH-1 (Iroquois) and CH-47 (Chinook) were usinL a different

fuel, (jp-4). Other requirements were for an aircraft with

greetr rcnhe which could scout 'nd maneuver with greter

speed to m;ke it a more uotent weapon system.

In 1956 te Army began planning a new 42C HF turbine

entnrie Lor use ir: f,1tre LOH's. In I.rch 1958, 9 compl-nies

submitted rrc/csois wh:;cc w -xDrfinErl by th& ihr Force as

a procurirc t Ancy. On 29 iDay Io[8, a 2Ixed Price Cost-

Sharing contract was awarded to Allison D'vislor of General

Yotors Corooration. DJrinE, 1o61 thr(e trqats of the Allison

engine f'lled. A bauk-uo engine was recommended to Chief

Research and Development and on 19 October 1961 the Air Force

was asked to hold a competition for a back-up engine develop-

ment. In February 1962 the Air Force awarded a development_

contract to Continental Aviation and EngineEring Corporation.

By June 1964 the Air Force and Army were confident the Allison

engine would be satisfactory and the Continental engine devel-

oprment design was disoontinued.

In Sqcterber a965 the first production engine contract

3
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was made with Allison Division for thee hundred and fifty

seven T-63A5A enir,--s. This contract contained an option for

a 50 percent increase in this quantity. Also, in September,

Allison received its' FAA certification for the model 250-18

(T-63A-5A). This FAA certification permitted the Army to buy

the engines directly from the contractor.

In November 1965 deliveries of the first Drcduction

engines of a total buy of 357 began. The first production

engine was received two months after award of the contract.

On 19 Varch 1960, the Chief of Staff anproved the Ro~crs

Board recomraendation. The Army requested the Navy to conduct

a lesiEn comnetition and on 13 'ay 1960 the Army prepared

military characteristics for the LOH. The characteristics

stl-ulated the LOH should be an advanced desiEn turbine pow-

ered helicopter with improved performance, smaller, lighter

in weight, easier to maintain and more reliable than the

O-13 and Oh-23. Detailed technical specifications were de-

veloped and on 14 October 1960 the Navy issued a Request for

Prooosal (RFP) to industry. Twelve manufacturers responded,

submittinE 17 designs. The tch-oncal evaluatlon was performed

by the Navy supplemented by Army experts in April 1961. The

ooerational evaluation was accomplished by the Army Aviation

Test Board at Fort Rucker, Alabama. Early in May the results

of the joint evaluation were presented to the LOH Design

Selection Board. The Chief of Staff, then General George

Decker, appointed a Board composed of 9 General and Flag

4
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Officers chaired aain by LTG Rogers. The Board recommended

that two desiEns, Bell Helicopter's OH-4A and the Hiller

Aircraft Corocration's OH-5A, be selected for prototype testing.

A design submitted by the HuEhes Tool Company was set aside as

beyond the engineering capabilities known. Several Board

members, then Brigadier General Clifton F. Von Kann, Director

of Army Aviation and LT General Barksdale Hamlett, believed

the Hughes design should be pursued. The Army staff agreed

that the Hughes design offered an opportunity for a techno-

logical break-through and recommended that, in addition to

obtaining the prototypes, the Army develop and test the Hughes

design as a separate action. The Board re-affirmed this act-

ion and on 18 Nay 1961, General Eddleman, then acting Chief

of Staff, approved the recommendation. On 5 June 1961, the

Director, Defense Research and Engineering (DDRE) authorized

the Army to procure the Bell and Hiller prototypes directly

from the manufacturers without going through the Navy. On

15 June he approved the addition of the Hughes entry into the

prototype competition.

All prototypes were to be certifled airworthy by the

Federal Aviation Agency (FAA). The Army awarded fixed price

research and development contracts to the three contractors

in November 1961.

The US Army Test and Evaluation Command conducted an

extensive test program on each type of aircraft. The test

program included logistical evaluation, aerodynamic testing,

-j

L --. -4,,, ...



bi

operational suitability and armament and avionics testing.

The logisti~sl evaluation measured reliability, maintainabil-

ity and logistical support requirements. The test goal for

the Army Aviation Test Board was to accrue 1,000 hours on

each of the first aircraft designs in a period of six months.

The second of each aircraft design was aerodynamically

tested for 200 hours at the Army Test Activity at Edwards

AFB, California. This test was to determine the precise per-

formance and stability control characteristics of each design

with emphasis in the area of performance guarantees.

The third aircraft 's used for operational suitability

tests conducted at Fort Rucker, Alabama. The prime objective

of this test was to obtain user inputs as to the suitability

of each design to perform the LOH mission.

The fourth and fifth aircraft of each design were used

for armament and avionics testing. 'Pao armament kits consist-

ing of 7.62 mw machine guns and a 40 mm grenade launcher were

used. Radar reflectivity and infrared radiation was also

measured during this testing. The prototype aircraft accum-

mulated 4,858 flight hours during the test program.

The information accummulated on the three competing

models was analyzed beginning in September 1964. An Army

evaluation group (now Source Selection Evaluation Board)

headed by then Brigadier General Kenneth Bayer met for three

weeks to evaluate in three areas; technical, operational

suitability and economics. The Board was composed of 130

6



people specially selected for their experience, technical

skill and maturity of Judgment.

The group inputs consisted of data obtained from the

Army's flight test program; technical data generated during

the FAA type certification program; a normal pre-award survey

of the production capability of each of the three respective

manufacturers and cost estimates for quantity production pre-

pared by each contractor. In addition, an independent cost

effectiveness study was performed by the Research Analysis

Corporation of Washington, D.C. This was a separate effort

from the evaluation group. The 3 contractors each gave a two-

hour oral presentation to the evaluation group.

All three LOH designs met most of the requirements.

However, none fully met all of the Army's requirements. The

operational suitability team made comparisons between the

OH-13, 0H-23 and the LOH's. These comparisons indicated all

three new designs were a substantial improvement oVer the

current aircraft.

The cost effectiveness study determined that no clear

choice could bc made bct;.,een the Hiller OH-5A and Huhes OH-

6 11. The Oh-5A had lower maintenance requirements but were

offset by better performance achieved by the OH-6A. The Bell

Oh-4A was the highest cost design and had reduced mission

capability due to its greater weight.

A second Design Selection Board, now Source Selection

Advisory Council, was formed in October 1964 by the Chief of

:, 7
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Staff, then General Harold K. Johnson. The Board was composed

of seven General Officers chaired by LT General C.G. Dodge.I The Board had the overall responsibility for determining which

aircraft met the Army's requirements, was most suitable for the

mis2ion and to recommend appropriate procurement procedures.

The Board considered all findings and conclusions of the Army

evaluation group. It unanimously concluded that the Bell air-

craft's performance deficiencies and high cost eliminated it

from further competition. It also concluded that either the

Hiller CH-5A or Hughes OH-6A should be selected by competitive

procurement utilizing a multi-year contract for at leost 1,OCO

aircraft to be delivered over a three-year oeriod. The selec-

tion of this fairly large number of aircr:,ft was intended to

eliminate or minimize a contractor "buy-in". The three-year

term was to allow lengthier amortization of start-up costs,

result in lower cost to the Government, lower unit costs and

obligate the competing contractors to consider profit margins

carefully in prepariE bids.

The Chief of Staff reco~r.ended to the Secretary of the

Army, 1.r. Stephen Ailes, that the Board's plcr be adopted.

1:r. .Alls =lee4de33 to procure the LOd by & two-step form&l

advertising procedure and set the quantity at 7]4 aircraft.

7) was the approved total quantity in the Five lear Force

Structure end Financial Plan for fiscal yeors 65, 66, and 67.

In the same month, Cctobe , the Secretary of the Army

temporarily interrunted the LOH orogr-m because on 16 October

8
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the LOH Project k-anager reported that he had learned of a

possible "leak" of informatlon outside the Army of the Selec-

ton Board's recommendation and that cost data submitted by

Hiller on a privileged basis had been improperlv disclosed to

Hughes Tool Company. An investigation was initiated on 17

October by the 9(,2nd Intelligence Group. Nore than eighty

individuals were interviewed. The facts developed indicated

There uust have been an unauthorized disclosure
but its' exact source could not be established.
The nature of the information was not such as to
give the bidder any material advantage over another.1

The Army made a careful study of the course to follow.

The Army reflected that it had recently completed successful

buys involving competition between the OH-13 and OH-23. It

therefore seemed reasonable a similar price confrontation

could be engaged !n for the LOH. The design problems were

expected to be at a minimum which was conducive to the two-

step advertised contract procedure recomwended. BoLh con-

tractors werF aware the final selection would be based on

price factors. The amortizing of investment in tooling,

start-up and other manufacturing costs supported the multi-

year buy approach.

Four months after the investigation was initiated the

Secretary of the Army ordered the procurement and a two-step

invitation for bid was released to Hiller and Hughes in

accordance with the Armed Services Procurement Regulations

(ASPR). In the first step each contractor submitted technical

proposals which described the equipment he intended to furnish.

9
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Discussions were then held to decide exactly whet the Army

desired and what the contractors would supply. After the

dJseiussions it was decided each contractor urovided technical

proposals acceptable to the Army.

On 1 May 1965, both Hiller and Hughes were asked to bid

on a total of 714 aircr-Ift; 88 in F'C-65, 168 in Fi-66 and

458 in F'f-67 with a 50 percent option per year for 357 addit-

ional aircraft at the sme unit price. This was to take ad-

vantage of the competitive procurement and encourage realis-

tic pricin_.

The bids were opened publicly on 21 IYay 1965. Costs per

unit aIrframe were:

Hiller -29,415 Total contract price of 422,250,134

Hughes 19,860 Total contract price of $14,Q68,663

The Hiller OH-SA cost per pound was 121.61. The Hughes

price was P22.20 per pound. Hughes was asked to verify its

price. The Army received confirmation on 24 !',ay 1965. A

contract was awarded to Hughes on 26 1.ay. There were other

price quotes for publications, spare parts und maintenance

tools not included in the basic airframe bid. In addition,

the basic airframe did not include the enLine or avionics

(communications equipmnt). The total estimated fly-away

cost of the fully equipped aircraft was estimated then at

• 5,146.

It was later determined the use of the multi-year
buy technique in the procurement of the OH-6A
resulted In a unit savings of q16,531. These

10
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savinFs were computed by comparing the unit cost of'
the OH-6A under multi-year procurement against the
average unit cost of the OH-13 and OH-23 under single
year procurement. This figure was then increased by
25 percent to adjust for the technical improvements
of the OH-6A over the OH-13 and OH-23. 3

In September 1965 an urgent requirement arose for addit-

ional OH-6A's to be developed for use in Vietnam. A supple-

mental Fi-66 budget request was submitted to Congress to pro-

vide funds to purchase 121 OH-6A's over -nd above the original

contract and to exercise the Ff-65 ontion for 44 helicopters.

The budget was appro,-ed and on 9 December 1965 a teletype RFP

was sent to Hughes for the adz tloal helicopters to be deliv-

ered by 30 June 1967. The RFF was formalized on 17 January

1966 by a definitized RFP. The -rmy exercised the option for

44 helicopters and negotiations were onened for the 121 air-

craft. Huthes set their initial target price at 455,927 and

negotiations terminated on 10 1Vay 1966. A sumirary of this

negotiation is highlighted in Apoendix I

Further studies determined the requirement could be

satisfied by other means.

In September 1966 the Army exercised its FY-66 option

of 50 percent for 44 0-6A's. 229 more were procured in the

FY-67 option during January 1967. Upon completion of the

contract the Army had 1,071 OH-6A helicopters placed on con-

tract for $1,860 per unit airframe.

The first deliveries began on 2 September 1966, approxi-

mately two months behind schedule.

11
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Chanaes to the OH-6A were reviewed by the Project

Yaneger's staff and other technical exoerts and auoroved by

the Project Manager. Each price change proposed by the con-

tractor was auidited by the Defense Contract Audit Agency

(DCAA) and w .s analyzed by cost personnel prior to negoti-

ation of a fixed price. The costly changes were the ones

which resulted from changes in the type of Government equip-

ment such as radios, additional armor and armarrent and Govern-

ment directed chances for increaped reliability. As of 8

August 1967, the total cost of engineer change proposals

accounted for an incre&se of 0.8 oercent 5n the total contract

price from 121,270,C6C to 24,571,qo6.

A Product Improvement Program (PIP) with Hughes was ini-

ated to conduct engineering investigations and studies to

enhance afety, reliability jnd reluce costs. Approved changes

were incorporated into the production contract on a negotiated,

fixed price (cost plus fixed fee) bads. The ccntract had a

total price of 11,9C2,849.

Hughes also held z negotiated fixed-price contract for

the development and production of armor kits for a total cost

of $R,133,C37. The changes and armor kits would have been

required on any LOH procured off the shelf.

Follow-on contracts were obtained by competing the LOH

again via two-step formal advertising. The three firms, Bell,

Hiller and Hughes recporded with an Antent to bid. Hiller

w~thdrew and Bell submitted the low bid end was awarded a

12
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71

flve-year, rulti-year firm fixrd nrice with escalation con-

trcot for -22CO CH--8A heicoterc. Subsequent to the Bell

award, DA directed the sole- source procurement of 346 OH-6A

helicopters equlpoed viltt tte Stac,32!c2- L;htwedht, Avionics

Packeec, cc were thie OH-58A's. The unIt. nce peld for these

adlitional 346 aircroft was approxin.t~tely *6,00c evoch.

DellvErles wEre corrplceted in fl70z
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CASE FIND INGS/ANALUSIS

The LOH procurement illustrates many lessons to be

learned for a program manager. To provide a feel for some

of the lessons, extracts of a House of Representatives report

is included with discussion. 2

The House Armed Services Subcommittee for Special

Investigations, chaired by Porter Hardy, Jr., began their

Investieat.ons into the LOH procurement at the direction of

Chairman L. Iendel Rivers. The catc'lyst which precipitated

the investigation was the increase in the initially proposed

unit price for the 121 airframes for which the Army was re-

questing a supplemental authorizations. The question was,

"Why was the unit price 250 percent over the price for the

identical airframe under the current controct with Hughes?"

The Subcommittee began its study in 1 ,*arch 1966 and

felt the investigation took the Subcommittee along a trail

of procurement problems end irregularities.

The Subcommittees' primary concern was with the compet-

ency of the Army in the conduct of the procurement of air-

craft. They were also concerned with the contractor's fail-

ure to meet production schedules and the possible relation-

ship of this failure to the buy-in of the LOH contract by

the Hughes tool Company.

14



Some of the findings thrusted at the Army were:

Despite its limited capability, , t-Ihe Aimy has proceeded
Independently with the procurement of aircraft still
in the developmental stage. The clear intent of the
interservice agreement to require the Army to seek
assistance from the Navy or the Air Force in such cases
has been circumVented by a strained interpretation of
'off-the-shelf' which has the effect of substituting
Federal Aviation Administration certification for Navy
and Air Force guidance. The Federal Aviation Adminis-
tration, by statute, is charged with the resnonsibility
for the safety and development of air commerce and
civil aeronautics. Such limited jurisdiction and ex-
perience hardly make it a total substitute for the
Navy and the AMr Force who not only can furnish this
same service but, in addition, are well equipped to
furnish the Army with the direction and know-how needed
in the procurement of new and sophisticated military
air Items. It was never intended that the Army be
authorized to include research and development within
its procurement of air items responsibilities. The
Navy was notified by the Army that its role as a devel-
oping service had been terminated so the Army could
assume full control of LOH program. 2

BU T- IN

In discussing the Hughes price of 019,860, the Army

concluded it is not considered outside the realm of reason

that one or more of the contractors would be willing to

"buy-in" within reasonable limits, in view of the long-range

potential that this program offers with its attendant proba-

bilities of future profit. The Subcommittee reported the

Army's conclusion of the pricing had only one interpretation.

The Army's advisors were counseling a direct violation
of the procurement policies set forth, the Armed
Seivices Procurement Regulations, which condemn buying
in. 2

The Army chose to proceed in a manner of an auction.

15
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The Army acceptrd a bid fiom Hughes for approximately 1,000

units at a price which the Army had every reason to believe

would result in a loss to the company of at least $10,000

per aircraft. (Prior testimony to that committee by Hughes

indicated their estimate of cost of the OH-6A to be about

'30,000). The Contracting Officer was asked to certify

reasonableness of orce. His response was:

Under Formal Advertised Procurements, including Two-
Step Formal Advertised Procurements, there wes no
requirement for me to certify the reasonableness of
price per se; however, the Armed Services Procurement
Regulation (ASPR) 2-406.3(e)(1) states, in part,
'....to insure that the bidder concerned will be put
on notice of a miszake suspected by the contracting
officer, the bidder should be advised, as is appro-
priate, of (i) the fact that, his bid is so much lower
than the other bid or bids as to indicate a possibil-
ity of error ..... If the bid is verified, the contract-
ing officer will consider the bid as originally sub-
mitted....' The contractor was put on notice and did,
in fact, verify his bid as originally submitted.4

Hushes made proJections of what they thought their

profits could be from the commercial version of the LOH.

They felt they could produce about a ten million dollar

profit during the 0H-6A buy and they could gamble that

amount. Hughes deried that the loss would be recovered in

prices of follow-on Army contracts. Hughes rationalized

they then had 1l0,000 to Dlay' with and wanted to drop the

OH-6A offer just below 420,000 ( a round figure) to 419,860.

The Army estimates ranged from 428,204 to over 440,00o per

aircraft. The essence of the alleged buy-in was highlighted

when the Army requested the expedited buy of an adlitional

121 LOH's for Vietnam. The Comptroller of the Army explained

16
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Hughes' rationale as:

We (Army) come along and say we want all of thr production.
Instead of taking half of your plant oroduction, we want
it all in the Initial staaes. He (Hughes) said, O.K.,
if you pay me what I cen get from a civilion customer,
I will let you havr it. 2

The civilian price turned out, inftially, to be about

55,000. Another aspect the committee identified to illus-

trate a buy-in was the delay in deliveries of LOH's. The

findings Indicoited a lack of experience In a mvJor helicopter

progrem which was a product of a lack of proper ond timely

planning.

COST EFFECTIVENESS STUDY 2

The committee found that the LCH rcqt Effectiveness

Study perfcrn2el bj Rceearch Analysis Corporation for '7C,GOO

was a waste of tire, effort an' funds since a completely

dIfferent Jost to thE Ari y was generated by the buy-in price.

This study could have been very effective If the price dis-

parity between Hiller and Hughes had been snaller, In addi-

tion, the Board was provided a sepvrate evaluation which

could aid in the source selection.

LEAKS

A leak was discovered on 16 October 1I"64 when a Hiller

employee renorted to the LCH Project Manager that a previous

Hughes representative had disclosed to the President of Hiller

the princfral rccc ncndP+ 4 ors of the Board. This was the

17
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rE.cormendat ton of a multi-year flrm fixed price comnetition

for e three-year priod for 1,CCC he!lcortcrs fro -, s~r..1e

oaucer. The cx-Hughbe emplcyee olso stated to lillle: that

the Hughes Comrany hqd been Eivpr Hiller's cost dm!tv, sub-

itted to the Arry. The Secretary of the Army then niti-

ated en invest1g ,ton into the leak. The E.gnificant find-

inEs of the Subcommittee were that two hph ranking Army

Officers met with the ex-Huehes employee the day before the

Board submitted its recommendation. The Army Officers were

friends of the ex-Hughes employee. Both Officers were allowed

to retire prior to the Subcommittee investigation.

M-,J TNE DEVELCPVEIT

With respect to the engine development, the Subcommittee

found the LOH Proj'ect Office Dermitted a pending procurement

request for the Continental engine to continue after the ASA

(I&L) and (f&D) decided to discontinue the effort. A contract

was awarded to Continental in the amount of5 Million for the

scvcn orototype engiles. These engines were delivered t

the end of 1064 and placed in storage without contemplated

use with the LOH. The initial decision to proceed with a

back-up engine might have bad merit, especially in view of

multiple sources for defense items. The Subcommittee found,

however, that

before the Army was required to act on the optional
second phase of the contract, these conditions had

t ,
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changed to the extent that the decision to exercise
the option could be characterized as poor judgment. 2

OTHER AREAS FOR CONSIDER.ATION

Insure the separation of the technical from cost evalu-

ations of the Source Selection Board. This helps preclude

bias end reduces the possribilities of leaks of the Board

results. Since the technical evaluators are usually larger

in number than the cost evaluators, and they have access to

the costing data, more chance of leaks exist. In addition,

the physical area used for evaluations should exclude outside

personnel regardless of rank or friendship. This protects

both the Selection Board and individuals who "drop by". If

a leak occurs and one was innocently seen in the area he

would be suspect of being the source of the leak.

Another consideration for Program Mlanagers is trip

reports. Program 1, anagers are frequently traveling to many

locations. One examnle cited in the investigation was an

Officer who had travel orders to Edwards Air Force Base, CA.

The Officer reched Los Angeles a d ws involved in a more

urgent requirement. He subsequently returned to his home

location and submitted his travel voucher. fears passed and

he was asked to testify why he had intended to go to Edwards

but instead stopped at Los Angeles. A trip report could have

refreshed his memory. Without the report, the Officer was

discredited as a witness with subsequent insinuations made

19
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about his character by the Subcommittee.

The Subcommittee felt that even though DOD directives

seek to avoid conflicts of interest, close personal relation-

ships between the Army and Industry representatives resulted

in departures from established procurement procedures and

placed the Army in a position of having its' decisions sus-

pect. The pertinent message was:

Whether a person who accepts lavish entertainment
can thereafter deal wit'i his host at arme'length
at the conference table is dubitable.,

The full recommendations of the Subcommittee with DOD

comments are presented in Appendix II. The discussion of

liquidated damaEes in Aopendix 1I are included to provide the

reader with 1967 ConEress-DOD rationale on this subject..

This case could be used as a vehicle in the Defense

System Ianaeement School to address one or all of the

followi E:

1. Buy-Ins

2. Sole Source Procurement of Additional
like Items

3, Two-Step Formal Advertised Multi-lear
Production Ccntracts with Options

4. Buying Off the Shelf

5. Source Selection Processes

6. Conflicts of Interest/Leaks

7. Problems of Utilizing Other Services
for Engineering and Procurement

8. Cost Effectiveness Studies Utilization

20
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Prior to use of this case as a teaching aid, the

instructor should read the report referenced "Bibliography 2".

It is obvious from this case that it drew Congressional

interest which stayed throughout the program life. The

reader should derive an appreciation for areas to avoid or

pursue in program management anu the types oi questions

whicn can De asked when things go wrong.

21
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APFEIDLX I 5

1. 2C January 1966. Contractor responded to the RFP.
Contractor, in his response, took exception to the proposed
clause entitled "Changes to Yake or Buy Program" on the basis
of commingling with basic production quantity; accumulation
of cost on a FPIP contract on the basis that cost is accumu-
lated by lot and would be prorated to each affected contract
dependent upon the number of aircraft in a lot which would
affect a contrqct; furnishing of Cost end Economic Information
System Report as a part of the total consideration for the
contract; painting and marking of the aircraft in accordance
with the Government Specification; and Price Warranty (14ost
Favored Customer Article). Contractor proposed:

(i) a unit target cost of j49,(35
(ii) a unit target profit of __992

(iii) a unit target or'ce of 5,927
(iv) a ceilinb price of 461,520 which is ll0 of target

price
(v) Deliveries cornencing in November 1966 and completed

June 1967.

2. 25 January 1966. Contractor was requested to submit
back-up data to sunoort proposal including a dated certificate
of current cost or oricing data; surnorting data required by
footnotes on reverse side of Department of Defense (DD) Form
633; a list of make items; a priced bill of materials.

3. 26 January 1966. AVCCV advised higher headquarters (AMAC)
of the price proposed and how this price compared with the
price bid in Yay 1965 and requested the aid of AI C In resolvine
the matter.

4. February 1966. Contractor provided data requested by
AVCC1 TWX of 25 Jqnuarv 1966.

5. February 1966. Contrctor was advised that due to wide
disparity between the current contract price of 19,86C and
the pro'osed price of 55,927 for the Army requirement it
appeared that the prooosed price was unreasonably ',,:Eh; con-
tr, tor was requested to nrov~de r- r convincing evidence
to su-oort his contention that proposed prices were reasonable;
information requested by 21 February 1966.

6. 7 February 1966. AVC, by first indorsement to AVCOM
letter of 26 January 1966, advised that a revised Government
estimate be prepared and that orice analysts' assistance would
be furnished from AFC and Vobility Command. Further, AIC
advised that if the Government estimate indicated that
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neEotiations could lead to a mutually acceptable position,
then A71CO: should proceed wiihout further recourse to Ah.
If not, the matter should be referred to AI. C as erly as pos-
sible.

7. I arch 1966 Government price estimate was comnleted and
provided a neotiat on objective of:

a. 14C,317 tcr et r rice
b. 44,349 ceiling price
c. 36,652 1,aret cost
e. 3,665 target profit

8. Also in PCrch, the resident Air Force Plant Representa-
tives's Office coirnleted its analrsis of the contractor's
proposal, whIch Included an audit of the contractor's pro-
Posal performed oy the Defense Controct Audit Agency Resident
Office; AFPRO pr~cJnE recommended a cost of '4C,676.CO with
profit to be determined oy the procurlnL activity.

9. NeEotiations commenced on 28 i1arch 1966. All areas of
the pronosal werc discussed in detail without any acreement
belnE reached in any area. After two days of discussion, the
Government team reached the conclusion that the contractor
wished to negotiate a price without any firr aLrepment in any
one particular aree, Ths conclusion led to the Governmert
Team' establishment of a very conservative first offer as a
negotiation technique and in order to raIntain netotiation
room in the hope that ajreement could be reached at or near
the Government's negotiation objective of 140,317. This first
offer was $36,495 per alrcraft. After much discussion of the
counter-offer and the malke up thereof, Contractor advised that
offer was not ac eptablr and that Hughes managerment advised
them to return hot:e. However, contractor emnhasized the fact
that he considered negotiations recessed and not terminated.

!0. On 11 April 1966 negotiations reconvered end early in
this session contractor offered a orice of 154,824. This
offer took into account the deletion of one item from the
material cost and some adjustments in buL-.en and overhead rates.
It wcs still apparent that the parties were still far apart.
In order to break the imnasse, each party's position was set
forth on a blackboard, and it was agreed that the factors to
be set out would be the Government's maximum and the Contract-

or's minimum acceptablG position.

11. It was determined that in some areas, parties were very
close and agreement was reached on material cost, material
burden, overhead rates and other direct cost (allocables).
Based on agreement in these areas, the Government offered the

Contractor a price of 144,447 on a Firm Fixed Frice basis.
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The contractor countered with an offer of $51,lC2. Contractor
revealed the factors on which the price was based and indicated
some further adjustment in burden rates and other direct cost
rate; but also revealed the use of 85% curve. The Government
accepted these lesser rates and also accepted the 85% learn-
inE curve vice 84% curve proposed by the Government. However,
there remained two areas of diseEreEment, namely labor hours
and profit. Based upon adjustment made to the Government's
offer of p44,447 due to 8o,% curve and lesser rates, the Govern-
ment made a final offer of 45,125. The Contractor made a final
counter offer of $49,504. After much discussion of the rela-
tive positions and a discussion of Fixed Price Incentive type
contract, neither party would alter its position and negotiat-
ions were recessed at COB 13 April 1966.

12. At the request of the contractor, negotiations reconvened
on 20 April 1966. At this session, the contractor offered a
Fixed Price Incentive type contract with the pricing structure
of:

a. Target Cost $43,C48
b. Target Price 47,353
c. Ceiling Price 52,088
d. Share Line 80/20

This offer was rejected by the Government and thr Government
made a counter-ofrer of:

a. p40,653 Target Cost

b. 44,718 Target Price
c. 44,718 Ceiling Price
d. 50/50 Share Line

This offer was rejected by the Contractor and a counter-
offer was made by the contractor of:

a. Target Cost $43,048
b. Tar6et Price 47,353
c. Ceiling Price 49,505
d. Share Line 50/50

This offer was rejected by the Government and a counter-
offer was made of:

a. 40,653 Target Cost
b. 4,C65 Target Profit
c. 44,718 Target Price
d. 46,751 Ceiling Price
e. 50/50 Share Line

It was still quite obvious that the primary difference lay
in the area of labor hours. The contractor stated that its
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management was firm in their labor hours and any agreement
would have to be based on their last target figure. The con-
tractor would not accept the Government's offer, nor would-the
Government accept the contractor's offer.

13. At this point negotiations were susnended and on 25 April
1966 the contractor was so advised.

14. On 11 Yay 1966 the Contracting Officer advised the contrac-
tor that negotiations were terminated.

25
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APPENDIX 11 6

RECOIkENDATION

1. The Secretary of Defense strictly enforce his
directive that research and development of Army
aircraft be the resnonsibilty of the Air Force or
Navy until the comnetence of the Army in this area
has been firmly established.

DEPARTME:NT OF DEFENSE CO*YENTS

The iml*ication that there is a relevant directive not now
being strictly enforced is incorrect. There is no current
directive assigning responsibility for developmcnt of all
Army aircraft to the Air Force or Navy. In the past the
Office of the Secretary of Defense has encouraged the Army to
develop a technical cowpetence level which, in our opinion,
it has achieved.

This policy is consistent with the current DOD policy covering
the assignment of responsibilJty for the procurement of major
military items. That subject was Initielly covered in Defense
Procurement Circular No. 23 dated 1C February 1965; it is now
Jncorporated in the Armed Services Procurement Regulation
(ASPR), Section V. In subst&nce, the ASPR provides that except
where a sIngle derm:rtwent procurement assignment exists (which
is not the case with aircreft), each military department way
contract directly to meet its requirements.

RECOIK1EUDA T ION

2. Consideratlion be given to elternate sources for
the light observation helicopter.

DERPART. HT OF DEFENSE COME;NTS

The intent of this recommendation is being accomplished. By
letter to the Honorable Porter Hardy, Jr., of 24 July 1967
the Secretary of the Army informed the Subcommittee that the
Army intended to make its follow-on Light Observation Helicop-
ter (LOH) procurement by a two-step competitive procedure.
However, the oossibility of having alternate sources means
having more than one model LOH in the Army inventory, which
has disadvantages in tralnlng, maintenance procedures, stock-
ages of spare parts, etc. The Army has concluded that these
disadvantages are outweighed by the advantaees of competitive
procurement for its remaining LOH requirements. Depending on
the bids received, Hughes may or may not be the supplier of
those requirements.
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RECOY. ENDATION

3. The Armed Services Procurement Regulation (ASPR)
be revised to include an adequate definition of "buy-
in" and to provide contracting officials with suffic-
ient direction and authority to dispose of, by re-
jection or otherwise, any attempted "buy-ins" in
accordance with DOD's stated policy on the subject.

DEPARTMENT OF DENEISE CONNENTS

"Buying-in" refers to the practice of atten'pting in procure-

ments involving price competition, to obtain a contract award
by knowingly offering a price less than anticipated costs with
the expectation of either (1) increasing the contract price
during the period of performance throufh change orders or
other means, or (i) receiving future (follow-on" contracts
at prices high enough to recover any losses on the original
"buy-in" contract. The ASPR is being revised to restate the
policy in such a way -hat it will be clear to contracting
officers that they shall apoly safeguards which will prevent
such a practice. The ASPR is being revised as follows:

1-311 Buying-in.

Current ASPR coverage designated as oaragraph a is
being modified to strike the second sentence thereof
which current]y states that such a policy is not
favored b the DOD. In lieu thereof, the following
will be Inserted:

"Such a practice is contrary to Department of
Defense policy.

The following new material is being added:

(b) In order to avoid or minimize the opport-
unity for "buying-in" on a procurement
which is likely to bucceeded by one or
more "follow-on" procurements, the Govern-
ment should obtain from the contractor a
binding price commitment covering as much
of the entire program concerned as is
practicable. Such a commitment may be
secured through employment of one of the
following procurement techniques:

(1) kulti-[ear Procurement, with a
provision in the solicitation
that a price may be submitted
only for the total multi-year
quantity (see 1-322.2).
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(2) Priced options for addition-
al quantities which, togeth-
er with the quantities being

firmly contracted for, equal
the anticipated total oroerem
requirements (see 1-1504).

(c) In adiition to the use of the

techniques noted in (b) obove,
it is important that other safe-

guards be provided against the

contractors' recovering, through

subsequent over-pricing, from any

initial loss situation due to

"buying-in". For example, see

3-813 with respect to the amorti-

zation of nonrecurring costs, and

3-P01.2(c) concerning price quot-

ations which the contractiln offi-

cer considers unreasonable.
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REOII, ENDATION

4. A provision for liquidated damages for failure
to neet delivery schedules be included in all pro-
duction contracts for defense weapons.

DhPiRTEIRT CF DEFENSE COIvIEETS

We agree that liquidated damaees may be used in many types of
procurement as a means of giving the Government added assur-
ance of timely performance by the contractor. However, our
experience with this technique leeds us to believe that it
would not serve the best intereLt of the Government to make
liquideted &r& t,,eL rondtcr-y 'c'.L 1 r . ,c.on procurement, In
our Jud-ement, too many variables enter Into tne deter,,ination
as to whether liquidated damages are fair, effectlive and worth
the added cost and, accordingly: a judgment must be made on a
case-by-case basis in the light of the nprticular circum-
stances involved. We would expect experienced contractors to
evaluate the additional risk occaisioned by the Inclusion of a
liquidated damages provision in the contract and provide in
their orices for the poss'ible effect of such a contingency.

Liquidated drjes may be helpful and api-ropriate where some
or all of the following illustrative conditions exist.

a. Time is of the essence and delay in
delivery would resonably result in added expense to the
uov ernment.

b. The rate and risk of the liquidated
damages are not disproportionate to the scope and orofit
ootential of the contract.

c. There has been sufficient past pro-
duction experience to establish a delivery time which can be
met by the exercise of due care and prooer management in per-
formance of the contract.

d. The product being purchased is a fully
developed productJon item for which there is a complete and
proven data package.

e. There will be relatively few changes
in specifications delays in delivery of Government furnished
property, or other factors which would upset the contractor's
control over his production schedule and entitle him to time
extensions.
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f. There is little likelihood of mater-
ial or manpower shortages or other factors which would compli-
cate performance of a contract and provide the contractor with
excusable causes of delay or make his responsibility for delay
difficult to establish.

g. Liquidated damages are a prevailing

or acceptable practice in the industry involved.

h. The contractor is not sole source
and not in a position to "hold up" the Government in pricing
the contract because of the liquidated damages.

These conditions inhere in greatest degree in construction
work and for that reason liquidated damages are frequently
used in such contracts. They may also arply to Fupply contracts,

kiowever, such conditions are less likely to exist in weapon
system procurement qhere sources may be limited and where
considerable preproduction development, planning and engineer-
in may remain to be done. Where the Government's require-
ments are subject to numerous changes during the course of
contract performance because of continued technological devel-
opments, it is difficult to prove or disprove excusable causes
of delay and thus establish the contractor's liability for
damaEes.

Accordingly, while we agree that liquidated damages may be
used in appropriate cases, the extent to which conditlons per-
wit the use of liquidated damages must be left a matter of
judgment by the contracting officer in each case.

REC CI .ENDA TI ON

5. The Department of Defense develoo procedures for
requiring all Defense contractors--both prime and
sub--to maintain for inspection by authorized Govern-
ment personnel comnlete records of all ex-enditures
by or on behalf of thp company which inure to the
benefit or use of representatives of the Department
of Defense.

7. The Secretary of Defense take appropriate
action to insure that all personnel engaged in pro-
curement or in a position to exercise influence in
procurement matters shall, in their relations with
private industry, avoid conflicts of interest or
the appearance thereof.
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DEPARTEINT OF DEFENSE COMMENTS

Recommendations 5 and 7 relate to conflicts of interests. It
is our opinion that the purnoses of these recommendations are
effectively met by the reissuance of a revised DOD Directive
5500.7 on August 8, 1967, which prescribes standards of con-
duct for all DOD employees that are designed to avoid possible
conflicts between private interests and official duties. The
Deputy Secretary of Defense at one time of the reissuance of
the directive addressed a memorandum to all agencies of the
Department calling upon them to re-emohasize the importance of
avoiding conflicts of interest or the appearance thereof on
the Dart of all DOD personnel.

The detailed and comnrehensive guidance provided by this dir-
ective constitutes the best means to insure that emoloyees
enEated in procurement, or employed in positions to exercise
influence in crocurement matters, avoid conflicts of interests
or theappearance of such conflicts in their relations with
private industry. Continuing efforts will be made to assure
that all DCD em-oloyees, regardless of assignment, are made
aware of the existence and impnortance of this guidance and
their responsibIlities in the light of that euidance.

As you are aware, the guidance 1 jromulgated in DOD Directive
5500.7 has in recent years become more stringent and more
precise. In its present explicit form, it provides suffici-
ent detailed guidance for both military or civilian personnel.
In the light of the numerous record keening requirements al-
ready imposed uron r.ontractors, the Department is hesitant to
impose the additional requirements as contemplated in Recommend-
ation No. 5. We would, therefore, prefer for the present to
rely upon the continued re-emphasis of this problem In accord-
ance with the terms of the directive itself (See Section XIII.A)
as well as special efforts such as the recent re-issuance to-
gether with an observation of compliance with ts terms. If,

at some future time, the reporting requirement appears advis-
able, it can be imposed.

RECOI;,.ENDATI ON

6. Specific DOD guidance be given to the Army with
respect to contracts for cor' effect.-eness studies
to assure that the expendit, . of such funds serves
a clear and useful purpose. In the instant case,
cost effectiveness studies were performed after
the contract had been awarded.

DEPARTMENT OF DEFEE'SE COMENTS

In July 1965 the Department reissued Directive 3200.9
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establishing the policies governing Concept Formulation and
Contract Definition in the initiation of Engineering Develop-
ment and Operational Systems Developrpent of major projects.

This Directive provides among other matters for analytical
studies of economic factors as a part of Conceot Formulation.
Such analytical studies include cost effectiveness studies to
insure that the effectiveness of the new item compares favor-
ably with that of competing items on a DOD-wide basis for the
money to be spent. During Contract Definition where desizn
and engineering are verified and firm contract and management
planning are performed, a system trade-off studies, similar in
part to cost effectiveness analyses, are to be made. These
analyses are to insure that the ootimum balance between total
cost, schedule and operational effectiveness of the system are
obtained, considering mission and performance characteristics.

The Army advises that thc second of two cost effectiveness
studies regarding the rrocurement of LOH was instigated by
the Project Manager for the purpose of develo - ins, a mabiemiatical
model for evaluating future buys of the heliconter. Consider-
ing the substantial follow-on orocurement, the decision to con-
duct a second cost effectiveness study apoears reasonable.
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